The goal of this paper is to examine the real role of the stock market in an economy with a specific legacy from the transition period. 
Introduction
In the beginning of the 1990s the process of mass privatization in Eastern Europe was initiated with the widespread belief that the transformation of ownership from the state into the hands of known and motivated owners would bring economic efficiency, GDP growth and higher standards of living for the whole population. At that time, almost no attention was being paid to the issue of corporate governance since it was assumed that the change of the title-holder of the companies' assets should be a sufficient condition for their transformation into western-style competitive corporations.
Two decades later, it became clear that Macedonia, as well as the other countries in the region did not make a great progress in terms of their GDP growth, or at least they did not move far away from their pre-transition levels. This is especially true for the countries which were not flooded by foreign direct investments like Poland, Hungary or the Czech Republic, for example. One of the reasons for this unsuccessful story are the war conflicts which overwhelmed the region in the nineties, but we assume that another very important element in the picture is the system of corporate governance prevailing in these countries, which is again a result of the process of privatization that they have gone through.
In Macedonia, the unfortunate privatization process resulted in a widespread insider ownership by both managers and employees. This created a set of complex relationships in which the employees-shareholders act as controllers of the managers and at the same time depend on them to maintain their regular jobs.
In this paper, the effects of the privatization are not our direct concern. Here we are mostly interested in the rationality of the stock exchange's operations, even of its mere existence, and the judiciousness of the investors trying to earn money trading shares in an illiquid market which has barely any connection with the real occurrences in the economy.
In order to give answers to these questions, we will try to outline the most important characteristics of the system of corporate governance in Macedonia. From these characteristics, we will deduct our conclusions regarding the real benefits of a capital market for a small economy with an ownership structure created through a process of enforced privatization based on the autonomy of its participants. We believe that the conclusions from this paper will be transferrable to a number of comparable economies in the region, which have undergone through similar processes.
The corporate objective dilemma and its relevance in Macedonia
The issue of aligning the interests of the companies' managers to those of their shareholders is the root of the whole corporate governance theory. In practice this can be achieved if the company adopts a goal related to the satisfaction of the shareholders and the managers are sincerely dedicated to fulfill it. According to the theory at least, the goal of the company is to maximize the shareholders wealth through the maximization of the market value of its shares. This view is supported by many leading scholars in the area of corporate governance (Jensen, 2002; Sundaram et al., 2004) , in numerous textbooks (Reilly and Brown; Ross, Westerfield and Jaffe; Damodaran (various editions), etc.), but it is also confirmed in the practice of the US companies through the CEOs' addresses to their shareholders in the companies' annual reports. This view and the concern with the shareholders' interests are mostly present among the US and UK companies, while their counterparts from continental Europe and Japan follow a somewhat different approach in setting their priorities. The so-called stakeholder theory (Freeman, 1984; Mitchell, 1997; Clarkson, 1995; Jones et al., 1999 ) is considered to better represent the reality in these economies where the companies are expected to work in the interests of their employees, the community, their customers and suppliers, etc. Although it is very dubious to which extent this concept is implemented in reality, it is widely criticized for the built-in flaw that there is no single measure of satisfaction of all these diverse interests, so that it cannot serve the purpose of stimulation of greater efficiency.
It is not our goal to try to resolve this dilemma. We are only briefly referring to the two most prevailing views in the corporate objective issue in order to shed more light on the behaviour of the Macedonian managers and their relations with the shareholders.
For this purpose, we have examined the statements given by the Macedonian companies through their websites, annual reports, mission and vision statements to implicitly derive their attitudes toward the maximization of shareholders' wealth. The analysis has shown that out of the 29 listed companies under our consideration only 5 are preparing annual reports for the shareholders. The others are preparing and publishing only short reports containing only operating information. Regarding the corporate goals, we have derived them from the websites directly, if observable, or from the annual and other reports, where available. In only 2 of the cases, the company goals contain some reference to the shareholders' wealth, although vaguely, while in 4 cases the goals are broader, targeting several different groups, so that we can consider them followers of the stakeholder theory. In 4 other companies, the corporate goals are defined in the form of operating goals. Only 14 of the analyzed companies have a section related to Investor relations on their websites. It is interesting that the analysis encompasses 5 companies with dominant foreign shareholders.
Therefore, the general conclusion would be that the companies do not pay much attention to the specification and publication of their overall objectives, and when they do, they almost never relate these objectives to the interests of their shareholders.
The ownership structure of the listed companies in Macedonia
The corporate governance systems in the post-transition economies have been predominantly shaped by the approach to privatization these countries have adopted. These approaches moved from case-by-case to mass privatizations and from voucher schemes to paid privatizations. Macedonia was a part of former Yugoslavia in which the process of privatization began very early in 1989, but was later interrupted and afterwards it continued in the independent Republic of Macedonia under its specific legislation.
The first wave of ownership transformation was legally grounded on the Law on trade and possession of social capital which came into force in 1989. The concept of privatisation of the last Yugoslav government was based on both the principles of bottom-up privatisation (creation of new private firms) and top-down privatisation (sale of the existing "social" enterprises to their employees or other interested parties).
However, the opportunity to buy shares at a discount, as well as some distortions in the implementation of other regulations, especially those concerned with the payment of salaries, almost malformed the concept into a process of free privatisation. Very often, the managers and employees would find a way for a fictitious increase of their salaries which were used to pay for the subscribed shares. In this manner, they could obtain a high percentage of ownership of their companies by paying only a negligible sum of money.
The second stage of the privatisation in Macedonia began with the enactment of the Law on transformation of enterprises with social capital. After a long political debate and a lot of consultancy, the law was finally adopted in June 1993.
The selected concept was that of paid privatisation. With the aim of providing financial resources, much needed for the transitional period, the political leadership decided to apply a concept of sale of the enterprises under a prescribed procedure. This was a kind of a bottom-up approach, where the decision for privatisation, the choice of the method of privatisation and a great deal of the privatisation procedure were left to the enterprises themselves. However, the law stipulated that the privatisation was obligatory and that the procedure had to be initiated within a given period of time. In order to provide the necessary administration and support for the process, the Agency of the Republic of Macedonia for the Transformation of Enterprises with Social Capital was established in October 1993.
The first wave of privatization resulted in the creation of large ownership stakes by the employees and managers in many Macedonian companies. To make things worse, in Macedonia this process went much further than in all the other former Yugoslav republics, later independent states. The total percentage of private equity in Macedonia reached about 19% of the total capital, while the average for Yugoslavia was 10% (Nedkov et al., 1991) . This was a huge obstacle for the second stage, when the companies were not open for free entry of other investors, which was further complicated with the abovementioned independence of the companies in this process. This gave the incumbent managers the chance to shape the process in a way that would be most suitable for them to keep their control over the companies.
An obvious result of this situation is the dominance of the methods Employee Buy-Out and Management Buy-Out, which, when implemented under conditions of 40-50% of previously privatized equity, gave little chance to outside investors to enter the process of privatization. The following table illustrates this point. Source: Macedonian Privatisation Agency -Annual Reports (1995) (1996) (1997) (1998) (1999) (2000) (2001) (2002) (*) Some of the methods require explanation: -Privatised by the old law (1989-91) -these companies were privatised 100% by the Laws from 1989 and 1990.
-Acknowledgment of foreign equity -some companies were founded by foreign companies (mostly from the ex-Yugoslav republics), so that this ownership was acknowledged and accepted as partial or completed privatisation. -Acknowledgement of private equity -same as before, with the only difference that a former private stake from the period of nationalization was discovered in the process of privatisation and accepted as such. -Bankruptcy -Liquidation -some companies encountered financial difficulties and were liquidated. NOTE: The lower cumulative figure compared to that of the previous year are a result of the cancelation of some privatisations.
After this, the ownership structures of the companies have changed as a result of the secondary trading. Most often, this resulted in higher concentration of ownership in the hands of the dominant investors. In the sample of 29 companies listed on the stock exchange there are 9 in which the insiders-managers own between 10% and 33% of the shares. These owners exercise effective unopposed control over the companies mostly because a huge percentage of the remaining shares belong to the employees. They are not in a position to act as real shareholders, since they depend on the same managers to keep their jobs, which, in a country with 32% unemployment is much more important than being an active shareholder and investor. Among the remaining companies, in 7 of them there are dominant foreign investors possessing between 16% and 100% of the shares. 1
Transparency and disclosure
Another important aspect of corporate governance is the level of transparency of the companies. We will describe this feature of the corporate governance system in Macedonia to illustrate the companies' attitudes in dealing with their investors.
Good corporate transparency together with high quality disclosure is widely accepted as one of the pillars of good corporate governance. It is believed that investors need to have all the relevant information to be able to make appropriate decisions determining the future of the company. Transparency brings benefits for the company through its impact on company valuation, cost of capital, access to external financing, etc. (2002), among others). On the other hand, the company insiders have both legitimate and private reasons to believe that not everything should be disclosed to the public. They strive to protect their own positions, but also the position of the company vis-à-vis its competitors, which opens a dilemma regarding the costs and benefits of transparency (Hermalin and Weisbach (2007) , Verrecchia (2001) ).
For this purpose, we have used the scoring methodology developed by Standard and Poor's (described in Patel et al. 2002) . The procedure is based on the observation of the companies' annual reports and it attempts to determine the level at which the companies provide the public with the information necessary for making investment decisions and effective corporate governance. This information is divided into three areas: Ownership, Financial disclosure and Board and management.
For the purposes of the study, we have made some adjustments to the procedure. Namely, the number of Macedonian companies producing annual reports in their classical format is negligible. Therefore, we have used all the reports the companies are disclosing both in their own websites and through the Macedonian Stock Exchange website. These reports include the audited financial statements with the auditors' reports, shareholders assembly invitations and agendas, dividend calendars, etc.
In our research, we have focused on the companies listed on the MSE, which makes a sample of 29 companies. (We have intentionally omitted 2 of the listed companies, because they are undergoing a recovery program). Although the sample might seem too small, one should have in mind the overall size of the Macedonian economy and that the shares of these companies accounted for more than 40% of the total number of transactions on the stock market in 2011).
The study has shown that the composite S&P transparency score for the Macedonian companies is 35. Using the results from the S&P study from 2001, this result is comparable only with the score for Latin America (31), but it is much lower than the average European score of 58 at that time. By groups of questions, the highest score for Macedonia is achieved in the area of financial disclosure -54. It is obviously a result of the requirements for mandatory disclosure for all the public companies. On the other hand, the score is very low in the field of board and management structure and processes. The score for this item is only 10, while the same average score for Europe is 51. When interpreting these results, we must always have in mind that the S&P study was made more than a decade ago, so that the respective scores should be higher today.
The other interesting findings from the research on the Macedonian companies are the following: -The companies differ widely in terms of how much they disclose. The scores vary between 19 and 53. Also, a number of companies have a score of 0 in the area of board and management, i.e. there is no information available about the composition of their governance and management structures at all. -The overall transparency score is increased due to the presence of banks in the sample. Their scores are much higher on average than the composite result for the entire sample. This is an expected outcome, since the banks must additionally follow the central bank's supervision requirements and are obliged to prepare much more detailed reports.
-Another conclusion which can be drawn from the research is that having a dominant foreign owner or a significant ownership share by an investment fund or an institutional investor like EBRD is beneficial for the company's transparency. Among the top 12 rated companies according to the TD score, there are 4 with a dominant foreign owner (with at least 55% stake), one with a significant EBRD share (25%), one with a 16% foreign investment fund stake and one with a combined EBRD/Investment fund share of 15% in total. A general conclusion can be deducted: the non-bank companies without significant foreign ownership are not very eager to disclose to the public the information related to their businesses.
The functioning of the Macedonian Stock Exchange
In the mid-nineties, as the process of privatization was gaining speed, the need to provide an opportunity for secondary trading was recognized. The Macedonian Stock Exchange (MSE) was established in 1995 and its operations began in the spring of 1996. During the first several years, the activity on the exchange was more than apathetic. The turnover was negligible, with numerous days with no trading at all. The attitude of the companies toward the role of the secondary market is illustrated by the fact that the number of listed companies on the so-called first market was only 2 as of year 2002. Not disregarding the low listing fee requirement, the main reason for this was the fear from disclosing too much information to the public. In order to boost the stock market, in an unusual move the Government introduced mandatory listing for the companies that fulfilled certain conditions. This led to the increase of the number of listed companies to 98 by the end of 2003 and it had a very strong impact on the companies' transparency and the investors' confidence. Several years later, this obligation was removed and a number of companies have withdrawn from listing since then.
This general attitude of the largest companies toward the stock market had a strong impact on the way it was perceived by the investing public. There was almost no demand for the shares, in spite of the bargain prices at which they were offered on the market. This was confirmed several years later, when the positive sentiment and the abundant monetary influx from foreign investors during the booming phase of the last business cycle spilled over into the country and capital gains amounting to as much as 1.000% per share for a period of 2-3 years were not unusual.
When the boom was over, the market dropped as fast as it soared several years before. The market index fell from above 10.000 to a low of 1.600 points. The fall in the market turnover was even more dramatic. After a period in which it amounted to above EURO 5 million in a single day, it dropped to a less than EURO 200.000 per day. We point this out to demonstrate that a small market like this is mostly driven by external and random forces and it can hardly be used as a measure of the health of the economy. Therefore, numerous pieces of information that these markets provide to the investing public, the analysts and to the companies are useless in such situations.
The table below provides an illustration of the annual turnover with shares in classical trading (block trades excluded) and the MSE index in the last 11 years. It clearly shows that after a short period of market boom, both the turnover and the index returned to their "normal" levels.
Picture 1: Turnover and market index on the Macedonian Stock Exchange by years

Source: Macedonian Stock Exchange -Annual Bulletins
It is indicative that in spite of the general undervaluation of the companies (based on their market multiples), not a single CEO has been removed from its position for this reason. In addition to this, it is worth mentioning that there are also no examples of manager compensation linked to the market valuations. On one hand this is understandable when the market valuations only slightly depend on the managers' efforts, but on the other hand it proves that there is no accountability for the managers when the shareholders' interests are concerned. From an investor's point of view, this is a terrifying conclusion.
Concluding remarks
The goal of this paper was to illuminate the position of the investors in the stock market of a small economy with a vague relationship between the company fundamentals and the respective share price. The features of the corporate governance and the capital market in Macedonia presented above which are relevant for our goal, can be summarized as follows:
-Maximization of shareholder wealth through maximization of the value of the company is rarely, if ever, recognized as a corporate goal. In some cases, inclination toward stakeholders' welfare is obvious. This is perhaps partially a residue from the previous system, when the interest of the entire community was given priority above individual interests and the people are still not ready to change their mindsets toward implementing a more individualistic approach; -The listed companies show very little interest in voluntary disclosing important information to shareholders; -In most of the companies, insiders (both managers and employees) hold a dominant ownership stake; -In the illiquid stock market, there is no direct relationship between the managerial efforts and the share price.
The managers are not stimulated to work in the best interest of the minority shareholders, and since they are often the dominant shareholders, they can easily align their own interests as shareholders and managers, mostly bypassing the stock market, etc. As a result of these features, we can say that there is a defective corporate governance system in place with the following characteristics:
-There is no real separation between the ownership and management of the company. Numerous companies function as private, although they are officially public and listed on the stock exchange; -A large portion of the shareholders at the same time act as controllers and subordinates to the company managers; -Transparency is considered more a burden, rather than a need and its benefits are disregarded. Perhaps this is normal in the case of closely held companies; -The capital market is not a real arbitrator of the occurrences in the corporate sector. It neither rewards, nor it penalizes the behaviour of the company managers; -The companies' objectives are vague and they are definitely not related to the stock market. All of the above brings us to the conclusion that the movements on the stock exchange are barely related to what happens in the economy. It makes the use of all the known valuation, portfolio management and other investment planning techniques troublesome. The investors are left to work in the darkness, using a lot of intuition and rumors rather than official information, which, in a small country is easily being spread. Instead of fundamental analysis and sciencebased techniques, the use of technical analysis and the knowledge of behavioral finance become an advantage.
At the same time, this opens the question of the real raison d'être for the stock market. It is a necessity for the sake of secondary trading with the securities, but…does it really perform its basic function of allocation of funds under such circumstances? Does it serve as a means for assessment the quality of the managerial actions? Does it protect the interests of minority shareholders? Does it provide the shareholders with the needed information? If the answers to these questions are no, the entire format of its functioning becomes susceptible and instead of trying to apply or adjust the theories developed in the older market economies, a new doctrine should be developed to better match the reality in these countries.
